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UNI TED STATES BANKRUPTCY COURT
NORTHERN DI STRI CT OF CALI FORNI A

MORPHEUS LI GHTS, | NC., Case No. 96-54222 JRG
Debt or. Chapter 11
VARI ABLE- PARAVETER FI XTURE Adversary No. 98-5089
DEVELOPMENT CORPORATI ON, a
cor porati on,
Pl ai ntiff ORDER GRANTI NG MOTI ON OF
' VARI ABLE- PARAMETER SEEKI NG
VS AUTHORI TY TO PROSECUTE
' ADVERSARY PROCEEDI NG
COVERI CA BANK- CALI FORNI A, a
corporation, and PETER
DALTON, an i ndi vi dual ,
Def endant s.
l. | NTRODUCTI ON
On March 4, 1999, the Court heard Vari abl e- Paranet er
Fi xture Devel opnent Corporation’s Mtion for Authorization to

Prosecute Adversary Proceedi ng Agai nst Comeri ca Bank-California
and Peter Dalton. At the conclusion of the hearing, the Court
ruled orally on a portion of the notion and granted it subject

to certain conditions. The Court then took under subm ssion the

questi on of whether Variable has alleged sufficient facts to
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bring a claimfor conspiracy to breach fiduciary duty agai nst
Comeri ca Bank and Peter Dalton.

For the reasons hereafter set forth, the Court finds that
Vari abl e has all eged sufficient facts to bring a claimfor
conspiracy to breach a fiduciary duty against Conmerica and
Dal t on.
1. FACTUAL ALLEGATIONS I N THE COWVPLAI NT

Variable alleges in its proposed First Amended Conplaint!?
t hat Comerica caused Peter Dalton to be appointed as a state
Court receiver for the debtor prior to the bankruptcy filing.
After the filing, Conerica requested that Dalton becone the
Chapter 11 trustee of the debtor. As a result of the notion to
appoint Dalton as Chapter 11 trustee, John Richardson, the CEO
and sol e sharehol der of the debtor, resigned and Dalton becane
the new CEO. Dalton was allegedly paid $240,000 in annua
salary as CEO. Dalton thereafter released all clains against
Ri chardson all egedly w thout evaluating the clains or their
val ue. Under a stock pledge agreenent, Richardson agreed to
pl edge all the stock of the debtor to Conerica for the all eged
pur pose of giving Conerica control over the stock and the
operations of the debtor. The stock pledge agreenent makes
confirmation of a plan of reorganization by the debtor an event
of default entitling Conerica to take control of all the stock

of the debtor. During the sane tine period as the above

1

The proposed First Amended Conplaint is attached as Exhibit A to the “Notice of
Mtion and Mtion by Creditor Variable-Paranmeter Fixture Developnment Corporation for
Aut hori zation to Prosecute Adversary Proceedi ng Against Comerica Bank-California and Peter
Dal ton.”
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transactions, an affiliate bank of Comerica acquired the right
to a significant nunber of shares of Vari-Lite International,
Inc., a principal conpetitor of the debtor.

The conpl aint also alleges additional conduct by Conerica
denonstrating control over the debtor. Such conduct includes
substantial control over the operations of the debtor, such as
the ability to set officer salaries and to control paynent of
the debtor’s debts and obligations, and control over the

settlement of a pending patent infringement |awsuit by Vari able.

Vari abl e al so all eges that Dalton and Conerica have worked
together to facilitate the acquisition of a controlling interest
in the debtor and/or its assets, for the sole or principal
benefit of Conerica and Dalton, and to the detrinment of the
debtor’s unsecured creditors. For exanple, Dalton supported and
adopted Conerica’s position that the alleged debt to Conerica in
the sum of approximately $3.9 mllion is fully secured. Dalton
and Conerica also allegedly worked together to facilitate
Comerica’s retention of $1 million or nore in post-petition
i nterest paynents. Furthernore, Dalton and Conerica allegedly
inpaired the ability of prospective bidders to conpete fairly
with Dalton for acquisition of the debtor’s assets by refusing
to produce information about the debtor and noving the debtor’s
operations to Redding, California.

(I DI SCUSSI ON

Vari abl e has asserted a claimfor conspiracy to breach

fiduciary duty against Conerica and Dalton. Variable argues
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that Conerica has exercised such control over Morpheus Lights
that it has put itself in a fiduciary position and is capable of
bei ng sued for the breach of this duty. Conerica agrees that
such a cause of action theoretically exists but argues that the
facts alleged are not enough to satisfy what is required to
assert the claim Variable alternatively argues that, if it
cannot sue on the conspiracy theory, it can proceed on the
t heory that Conerica induced Peter Dalton to breach his
fiduciary duty. The Court finds that Variable has all eged facts
sufficient to denonstrate a fiduciary duty between Conerica and
t he debtor. Hence, Variable s alternative argument will not be
addr essed.

Vari abl e argues that Conerica is in fact a fiduciary of
Variable. According to general corporate theory, a fiduciary
i ncludes an officer, director, agent, majority sharehol der or a
m nority sharehol der exercising actual control over the

corporation. See Inre N & D Properties, Inc., 799 F.2d 726,

731-32 (11th Cir. 1986), citing 12B Fletcher, Cycl opedia

Corporations § 5811 at 156-57 (1984). Variable clainms that

Conerica is a fiduciary because Conerica exercised that degree
of control found in a fiduciary relationshinp.

To support its position, Variable cites In the Matter of

Century dove, Inc., 151 B.R 327 (Bankr. D.Del. 1993), where

the Court held that the debtor properly alleged facts which were
sufficient to create a fiduciary relationship between the

Chapter 11 debtor-in-possession, Century dove ("Century"), and

its primary |l ender, First American Bank of New York ("FAB").
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FAB had nmade a seven-year termloan in the amount of $2 mllion
and established a $1 million revolving credit line for Century.
FAB al so acquired a security interest on the manufacturing pl ant
and equi pnmrent and a floating lien on certain inventory, accounts
recei vabl e, and proceeds.

Century’s theory that FAB was a fiduciary of Century was
based upon the Iegal <conclusion that Iselin, president and
CEO of the debtor, was the "alter-ego, agent, and

instrunentality” of the bank. See Century d ove, 151 B.R at

333. The Court held that, to pursue an "alter-ego" theory as
the basis for showing a fiduciary relationship, it nust be shown
that the bank exerted "dom nion and control” over the debtor.

ld., citing In re Badger Freightways, 106 B.R 971, 977 (Bankr.

N.D.Ill. 1989). To support its control argunment for finding a
fiduciary relationship, the Court proposed two rel ated, but
I ndependent, factual theories.

First, Century alleged that Iselin was a nere agent of FAB,
that is, FAB s influence over Iselin was sufficient to cause him

to act or fail to act as it directed. See Century d ove, 151

B.R at 333. However, the Court stated that the allegations by
Century were insufficient because the conplaint nmerely
denonstrated a relationship between Iselin and FAB and a
potential for FAB to influence Iselin. The Court explained that
Century nust allege specifically how FAB actually influenced
Iselin so as to cause himto act as directed. The Court stated

that "[t]he nere potential for control is not equivalent to

control . " | d.
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Second, Century alleged that FAB and Iselin had a conmon
plan to control Century. The Court found that the conpl aint
properly alleged a plan between FAB and Iselin to control
Century with an objective of liquidating it to the benefit of
them both, and w thout regard to the interests of Century. The
Court carefully read the specific acts of m sconduct of the
conpl aint to determ ne which ones could reasonably be inferred
as being consistent with this plan. Such acts of m sconduct
executed by Iselin with the assistance of FAB included the sale
of machinery critical to productive capacity w thout Court
approval and at | ess than market val ue; the sale of other
machi nery outside of the ordinary course of business wthout
board approval, at an unreasonably low price, and with proceeds
going to FAB; and causing nmonies to be paid to FAB that it was
not entitled to under its |loan agreenment. 1d. Thus, the Court
found that Century had properly alleged facts sufficient to
create a fiduciary relationship between the debtor and | ender

Simlar to the Court in Century dove, this Court has al so

di scerned two rel ated, but independent, factual theories in
support of the control argunent. First, Variable has alleged

that Dalton is a mere agent of Conmerica. |In Century G ove, the

Court did not find an agency rel ationship because the debtor
failed to allege specifically how the creditor actually

i nfluenced the subject fiduciary to the extent to cause himto
act as directed. 151 B.R at 333-334. In this case, however,

Vari abl e has all eged that Conerica basically hand-pi cked Dal ton

to be in control of the debtor as State Court receiver and CEO
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of the debtor. Variable has also alleged that Conerica
specifically influenced Dalton by conpensating himw th an
annual sal ary of $240, 000.

Second, Variable has alleged that Conerica and Dalton had a
commn plan to control the debtor. Variable alleged that
Conerica and Dalton worked together to facilitate the
acquisition of a controlling interest in the debtor and/or its
assets, for the sole or principal benefit of Conerica and Dalton
and to the detriment of debtor’s unsecured creditors. Dalton
al |l egedly has, through the plan or otherw se, adopted and
supported Conerica’s position that the alleged debt to Conerica
in the sum of approximately $3.9 mllion is fully secured,
notw t hst andi ng substantial evidence to the contrary. Dalton’s
refusal to challenge Conerica's assertion facilitated Conerica’s
receipt of $1 mllion or nore in post-petition interest paynents
to which Conerica is allegedly not entitled. Conerica and
Dal t on have di scouraged potential conpetition with Dalton for
control of the debtor by refusing to give information about the
debtor to potential investors on reasonable ternms and
conditions. The debtor abandoned the plan of reorganization and
instead filed a notion to approve the sale of the debtor’s
assets to a new entity controlled by Dalton, which would give
the new entity equity in the debtor corporation for a nom nal
investment. Comerica consented to the sale, which included the
new entity assum ng nost or all of Comerica’s alleged debt,

subject to future renegotiation. The terns of the sale process

hal t ed conpetitive bidding for the assets, including the bidding
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of Movi ng Lights Resource Organi zation, in which Variable is a
shar ehol der.

Vari able al so uses |In re Anerican Lunmber Co., 7 B.R 519,

529 (Bankr. D.Mnn. 1979), to support its position. In Anmerican
Lunber, the major creditor, First National Bank of St. Paul, had
exerci sed control over all aspects of the finances and
operations of the debtor. Such acts of control included paynent
of payabl es and wages, collection and use of accounts receivable
and contract rights, purchase and use of supplies and materials,
i nventory sales, the salaries of principals, the enploynent of
enpl oyees, and recei pt of paynents for sales and accounts
recei vable. The Court held that, by reason of control over the
debtor and its operations, the creditor had the duty and
obligation to deal fairly and inpartially with the debtor and
its other unsecured creditors. The creditor breached its duty
by undertaking a course of |iquidation that was designed to
di sadvant age general unsecured creditors and benefit the bank.
In the interest of equity, the Court subordi nated the bank’s
claimto the clainms of general unsecured creditors. 1d.

At this time, the Court does not believe that the dom nion
and control over the debtor alleged in this case rises to the

| evel of control exercised in In re American Lunber Co. The

conpl ai nt does not state that Comerica has exercised contro
over all aspects of the finances and operations of the debtor.

However, taking all the allegations in the conplaint as true,

Vari abl e has all eged conduct that anounts to a very significant
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| evel of control over the debtor.? Anot her case that Vari able

uses to support its argument is N & D Properties, Inc., 799 F.2d
at 732, in which the fiduciary was a controlling sharehol der,
secretary and insider of the debtor. The Court held that a

shar ehol der has control when she determ nes corporate policy,
whet her by personally assum ng managenent responsibility or by

sel ecti ng managenent personnel. 1d., citing Berle, "Control" in

Corporate Law, 58 Colum L. Rev. 1212 (1958). The Court stated

t hat the behavior of the secretary of the debtor indicated that
she was acting solely for her own benefit to mnimze risk of

| oss without any consideration for other creditors. Such
pursuit of personal gain at the expense of other creditors has

been recogni zed as a breach of fiduciary duty justifying

equi t abl e subordination. 1d. citing American Lunber Co., 7 B.R
5109.

Al t hough the facts in the conplaint allege simlar behavior

on the part of Conerica, N & D Properties is distinguishable
because Conerica is not in fact an officer, director,
shar ehol der or insider of the debtor. However, using the

anal ysis found in Century G ove and Anerican Lunber, the Court

finds that the facts alleged in the conplaint are sufficient
enough to show a common plan to control the debtor and to
denonstrate that a fiduciary duty does exi st between Conerica

and t he debtor.

2

At the hearing on this notion, Conerica agreed that the Court should take all the
all egations in the conplaint as true for purposes of this notion. Conerica argued that, even
if all the allegations are taken as true, the conduct alleged would still not rise to the |evel
required to create a fiduciary duty to the debtor.
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| V. CONCLUSI ON

Vari abl e has alleged in the conplaint sufficient facts to
create a fiduciary duty between Conerica and the debtor. Hence,
Variable has the ability to bring a claimfor conspiracy to
breach a fiduciary duty against Conerica and Dalton. The Court
hereby grants Variable's notion to prosecute the adversary

proceedi ng on behalf of the estate in its entirety, subject to

conditions stated at the hearing.




